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ABSTRACT 


Taxation of partnership and partners follow two distinct approaches, aggregate, and entity. The 
aggregate approach views a partnership as though each partner owned the assets and liabilities 
of the partnership. An entity approach treats the partnership and its partners as separate 
entities. In Ethiopia, the absence of statutory tax guidance together with contradictory provisions 
creates confusion on the taxation of partnerships and partners in Ethiopia. The purpose of this 
paper is to examine the taxation of partnerships and partners under the Ethiopian law. In doing 
so, the experiences of other countries are examined. Finally, the paper recommends additional 


legislative intervention to make the issue clear. 


Introduction 

A partnership is a form of business organization formed when two or more people pool their 
resources together and engage in profit-making business. A business owner chooses a form of 
business organization taking into account the tax benefits. The treatment partnership as an entity 
or aggregate varies from jurisdiction. In America for example, partnerships are not treated as an 
entity, rather as subjects to pass-through taxation.' In America, the partnership is treated not as 
an independent entity, but rather, as an invisible aggregate of its individual partners and each 
partner is directly taxed individually.” In France, on the other hand, there is a combination of the 
pass-through approach and the entity approach of a partnership where some of the partnerships 


are taxed as a corporation and some others are taxed at partnership level. 


The treatment of partnerships as entities or a mere aggregate in Ethiopia is somewhat 


confusing. To begin with, every person who derives income shall pay tax in accordance with the 


* John M.B. Balouziyeh, A legal guide to United States Business Organizations(second edition, 2013), p. 6 

* Ibid, p.33 

> Partnership in France, https://www.lexology.com/library/detail.aspx?g=08668a5f-d0a9-4507-bd8f- 
63f5f357d89d#:~:text=Excluding%20SPs%20and%20de%20facto, are%20treated%20as%20bodies%20corporate 


income tax proclamation and the Ethiopian tax administration proclamation (emphasis 
supplied).* For the purpose of tax, person shall include as individual, body, government, local 
government, or international organization.” Thus, taxes are usually collected not only from 


individual persons but also from bodies. 


The question here is what bodies are for the purpose of taxation? The Ethiopian tax 
administration proclamation lists organizations that can be considered bodies for tax purposes. 
Article 2(5) of the tax administration proclamation verbally states that “body means a company, 
partnership, public enterprise or public financial agency, or other body of persons whether 
formed in Ethiopia or elsewhere” Partnerships are included in the lists and are subject to 
taxation. Companies for the purpose of taxation are defined as commercial business 
organizations having legal personality and established in line with the Ethiopian commercial 
code irrespective of the place of incorporation.° One can argue that for tax purpose, a company in 
Ethiopia includes the newly introduced one man company. ‘Unlike the case of companies, neither 
the income tax proclamation nor the tax administration proclamation defines partnerships for tax 
purposes. This creates confusion among tax law students and tax lawyers as to whether 
partnerships are categorized under business taxation or not. The central theme of the paper thus 


is to examine the taxation of partnerships and partners under the Ethiopian tax regime. 


1. Taxation of Partners and Partnership: Literature Review 
The topic “taxation of partnership and partners in Ethiopia” is new and with the knowledge of 
the write, there no paper devoted to discuss taxation of partners and partnership in the Ethiopian 
tax regime. However, this does not mean that issues of taxation partnership and partners in 


Ethiopia are untouched. 


Belete Addis, in his paper on “Characterization of Taxable Units and Tax Bases under Schedule 


‘C’ of the Federal Income Tax Proclamation of Ethiopia: A Commentary” tried to discuss the 


“The Ethiopian income tax proclamation No. 979/2016, art 9 

° The Ethiopian Tax Administration Proclamation No.983/2016, art 2(26) 

° The Federal Tax Administration proclamation of Ethiopia, Proclamation No 983/2016, art 2(7) 

7 The new Commercial Code of Ethiopia, proclamation No 1243/2021, introduced one person company as an 
additional form of business organization to the existing forms of business organization. One may argue that since 
there is no separate tax regime for one Person Company, taxing such business organization is not legally allowed. 


treatment of partnership for tax purpose.® Belete argues that treating partnerships in the way 
corporations are treated is not appropriate. He provided two justifications for his argument. 
According to him imposing corporate taxation for partnerships discourages the formation of 
partnerships and it again limits the accessibility of alternative business choices for investors. He 
also supports his argument on the fact that since partnerships are unincorporated businesses, 
treating them as a corporation is not sound. Finally, he recommends a special treatment of 
partnerships for tax purposes. However, the paper fails to distinguish partnerships as partnerships 
having limited liability and partnerships having unlimited liability for tax purposes. Belete 
recommends similar tax treatment for all types of partnerships. I am of the opinion that limited 
liability partnerships should be treated in the way corporations are treated. In fact, partnership 


with limited liability emerges in Ethiopia after Belete wrote his article. 


Berhane G/Mariam, in his thesis paper entitled, the law of corporate taxation in Ethiopia, tried to 
assess the tax treatment of corporate taxation.” The paper classifies business taxation into 
corporate taxation and partnership taxation. For him, the Ethiopian business taxation regime has 
no dual classification as corporate taxation and partnership taxation. Berhane says nothing about 
whether it is appropriate to treat partnerships as a corporation or not. He only provides general 
critics stating that “tax treatments of corporations in Ethiopia are not properly addressed in a 


manner that attracts corporate business investment.” 


2. Types and Structures of Partnership 
In Canada, a partnership is defined as the relationship that coexists between persons to engage in 
business activities with the view to seek profit.'? These are, limited partnership, Canadian 
partnership, and professional partnership and specified investment partnership.'! Each partner is 
liable jointly with other partners for all debts and obligations of the partnership. Four types of 


partnerships are recognized under the Canadian partnership act.'* In Germany, there are four 


* Belete Addis, Characterization of Taxable Units and Tax Bases under Schedule ‘C’ of the Federal Income Tax 
Proclamation of Ethiopia: A Commentary, Bahirdar University Journal of Law( Vol 10, No.1, 2019) 

° Behane G/Mariam, the law of corporate taxation in Ethiopia( LLM Thesis, Addis Ababa University, 2010) 
*° The Canadian Partnership Act, Sec.2, the full document of the Act is available at 
https://www.ontario.ca/laws/statute/90I16 


= Ibid, part three( starting from sec. 48 off 
” Ibid, sec. 7(11) 


types of partnerships, each with its own unique features. These are limited partnerships (KG), 
general partnerships (OHG), civil law partnerships (GbR), and the blended forms of partnerships 
(GmbH & Co. KG and the UG & Co. KG)."* 


In Ethiopia, the commercial code recognizes four types of partnerships. Yet, the term partnership 
is not defined in the commercial code. However, from the close reading of articles 183 to 233 
one can understand that partnership is a business arrangement that can be established by the 
agreement of two or more individuals who bring their resources together and engage in profit- 
making business. General partnerships, limited partnerships, limited liability partnerships, and 
joint ventures are the types of partnerships the commercial code of Ethiopia recognizes. '* Other 
than joint venture, all partnerships have legal personality up on registration. Joint ventures are 
not subject to registration and known to third parties.'° 

Regarding the liability of partnerships, with the exception of the newly introduced limited 
liability partnerships'®, other forms of partnerships are not enjoying limited liability. The absence 
of rights of limited liability makes members liable beyond the contribution they made. Thus, 
where the assets of the partnership are insufficient to fully cover the liabilities of the partnership, 
creditors of the partnership who are also creditors of individual partners may proceed against 
individual partners jointly, fully or severally to the extent of the remainder of the total debts of 


the partnership. 


Generally, the partnerships in Ethiopia are of three forms, partnerships with no legal 
personality(joint venture), partnerships having legal personality and limited liability (limited 
liability partnership), and partnerships having legal personality and unlimited liability( general 


partnership and limited partnerships). A limited liability partnership is a business organization 


* Look the German Commercial Code, the full document is available at https://www.gesetze-im- 


internet.de/englisch hgb/englisch_ hgb.pdf 


“The new commercial code of Ethiopia proclamation. No.1243/2021( here in after, the commercial code), art 
174 


* The commercial code, art175 

*© Limited liability partnership has separate legal personality distinct from partners. The death, bankruptcy, 
departure from the partnership or any other fact affecting the partners shall have no impact on the existence, 
rights or obligations of the partnership. 


formed by two or more persons to render professional service and services complementary 


thereto in which the liability of partners is limited to the amount of their contributions.’ 


3. Approaches in Taxing Partnerships 
Basically, there are two approaches in relation to the taxation of partnerships. These are the 
aggregate (conduit) approach and entity approach. Bradley T. Borden in his article titled 
Aggregate-Plus Theory of Partnership Taxation Argues that treating partnerships as an aggregate 
of individuals helps to avoid discouraging partnership formation and to accurately tax 
apportioned items. According to this writer, partners have to be taxed at individual level.'* He 
further added that to avoid confusing and inconsistent rules, lawmakers should rely upon general 


principles to apply either the aggregate or the entity concept.” 


The aggregate approach of partnership taxation can also be justified on grounds of economic 
theory. It bases its argument on the fact that individual partners combine their resources together 
and engage in profit-making activities to increase productivity. Proponents of this approach 
argue that if tax law discouraged the combination of businesses, the potential business partners 
would lose the benefit of joining together and the government would gain no revenue.’ Besides, 
aggregate theory helps to ensure that incomes are correctly characterized as capital or ordinary.”! 
In the case of Entity approach, the partnership is treated separately from the partners.” Unlike 
aggregate theory, entity theory is chosen on the ground of administrative simplicity.” Simply 
stated, it the recognition of business organization as a legal person with a separate existence from 


the members. 


Therefore, determining the attributions of partnership helps to know whether a certain 
partnership is an entity or aggregate. This is partly because the attribution of partnerships 
determines to treat it either as an entity or an aggregate of individuals. The attribution of 


partnerships no doubt differs from jurisdiction to jurisdiction. As a center of aggregate entity 


The commercial code, art 221(1) 
us Bradley T. Borden, Aggregate-Plus Theory of Partnership Taxation, Georgia Law Review, Vol. 43:717, 2009 


” Ibid, p.745 
*° ibid, p.763 
** ibid 
a Supranote 8, p.92 
23 
Supranote 


debate, there are various parameters. The first parameter is the liability of partners for the 
obligations of partnerships. In this regard, if partners are liable for the obligations of 
partnerships, the partnership might be treated as an entity. In Ethiopia, partners are personally 
and jointly liable for the obligations of the partnerships except for the limited liability form of 


partnership.” 


The second parameter is the nature and extent of partner’s ownership of 
partnerships property. To what extent the properties of partnerships are being the property of 
partners? Is there a separate ownership? In the case of entity approach, the property of the firm 
and property of members are separately administered. The property of the members in no way be 


the property of the firm. 


The third parameter is the involvement of partners in the management of the partnership. In the 
case of the aggregate approach, the involvement of partners in the management of the 
partnership is high. When the partners are highly involved in the management of the partnership, 


determining the types of income and taxes becomes difficult. 


4. Computation of Partnership Taxable Income 
Should we tax Partnerships in the same way as the taxable income of an individual or 
corporations? As discussed above, the structure or arrangement of the partnership affects the tax 


liability of partners and partnerships. 


In South Africa, a taxpayer is defined as “any person chargeable with any tax liable under this 
Act and includes every person required by this Act to furnish any return.” As partnerships are not 
specifically included by the Act’s definition of persons, each partner is liable only for personal 
income tax (not corporate taxation).”> However, during the calculation of partners' income tax, 
the partnership's taxable income has to be established first. After the taxable income of the 


partnership is established, the amount will be apportioned to each partner according to their 


** In the case of limited liability partnership, partners are not liable for the obligations of the partnerships. The 
property of the partners and that of the partnership are treated separately. 
*° The South African Income tax Act, Sec 77(7) 


agreed profit-sharing ratio.”° Finally, partners will pay tax on his share of partnership income 


subject to deductions (if any).”’ 


In Germany, corporations having tax residents are subject to corporate income tax at the rate of 
15% of their worldwide income unless there is no double taxation agreement. Tax residence is 
established at the place where the corporation registered office or effective place of management 
is located in Germany). Concerning partnerships, they are treated as an aggregate and are not 
subject to corporate income tax. However, according to a recent amendment, German 
partnerships and comparable foreign partnerships will have the right to opt for taxation as a 
corporation, by filing an application, and can, therefore, from both a (tax) procedural and 


substantive perspective, be treated as corporations.”® 


In Canada, although partnerships are not a person, the partnership income in calculated the same 
as personal income tax are calculated.’ Thus, partners are taxed at hands of partner, meaning, 
partners are treated as aggregate for tax purpose. For Canadian partnership, properties are 


transferred from the partnership to the partner tax free.*° 


Coming to Ethiopia, the cumulative readings of article 2(5) and Article 2(26) of the tax 
administration together with article 9 of the income tax proclamation gives that every person, 
either natural or legal person including partnerships are liable to pay tax. Therefore, partnerships 
are treated as companies and are subjected to a 30% flat tax rate and distributions of partnership 


are taxed at 10% of the gross amount of the dividend.*! 


However, this is a clear contradiction with the unlimited liability rules of the provision regulating 
partnerships. The confusion arises not only from the clarity issue of tax laws but also from the 


law establishing partnerships. Provisions of the commercial code governing partnerships 


6 Mina Marie, Partnership Income and Expenditure in South African Income Tax law ( Thesis), p. 9 
”” Ibid, 


Germany: Draft bill proposes option for corporate taxation of commercial partnerships, available at 
https://assets.kpmg/content/dam/kpmg/de/pdf/Themen/2021/04/german-tax-monthly-may-2021-kpmg.pdf 


*° The Canadian Income Tax Act, sec 96 
30 ‘ 
Ibid 
The Ethiopian income tax proclamation, art 55 


contradict each other. For instance, article 175 of the new commercial code states that “all 
business organizations other than joint venture shall acquire legal personality upon registration in 
the commercial register.” Acquiring legal personality entitles the partners to enjoy limited 
liability. When we say partnerships have legal personality, we mean that the rights and 
obligations of the partnerships are different from partners. However, the close readings of 
articles 183 to 233 (which regulated different forms of partnerships) give partners unlimited 


liability except for the newly introduced limited liability partnership. 


As discussed above, the partnerships in Ethiopia have three different features (partnership with 
no legal personality, partnership with legal personality but unlimited liability, and partnership 
with legal personality and limited liability). Thus, the debate to choose either entity approach or 
aggregate partnership taxation in Ethiopia should consider these features of partnerships. In 
France, all entities listed under the types of partnerships with the exception of Silent Partnerships 
(SPs) and defacto partnerships*“are treated as corporation for tax purpose and subject to 


corporate taxation.*° 


Another issue worthy of discussion is the sale of the shares of the partners. Will it be a capital 
gains tax? The Ethiopian law is silent in this regard. In France, the disposal of shares and 
interests in a partnership is treated as a transfer of the share not as a transfer of a portion of the 
partnership asset, and is not treated as capital gain tax? In Germany, the principle of 
transparency is manifested when the partnership interest is sold. A sale of a partnership interest is 
treated as an asset deal from a German income tax perspective and subject to trader tax at the 


partnership level.*° 


 Defacto partnerships and SPs are not subject to registration and has no legal personality 
a Partnership in France, https://www.lexology.com/library/detail.aspx?g=08668a5f-d0a9-4507-bd8f- 


63f5f357d89d#:~:text=Excluding%20SPs%20and%20de%20facto, are%20treated%20as%20bodies%20corporate 


* ibid 

a Highlighting the general principles of income taxation of German corporations and commercial partnerships, 
available online at 
https://www2.deloitte.com/content/dam/Deloitte/de/Documents/Country%20Services%20Group/Brochure- 
Income-Tax-German-Corporations.pdf 


5. Tax Treatment of Foreign Partnerships 
Regarding the taxation treatment of foreign partnerships, the tax treatments applicable in the 
state residence are not applicable in France. Non-French entities that have legal characteristics 
similar to French partnerships are subject to the translucent regime. The liability of partnerships 
is the main characteristic used to distinguish between a partnership and a corporation is the 
liability of the partners. Accordingly, unlimited liability would indicate a partnership, while a 


limited liability would indicate a corporation.*° 


6. Tax treatment of Partnership during dissolution 
For different reasons, partnerships may be dissolved. In Germany, the trade tax is not applicable 
during the dissolution of partnerships. However, if the partnership sells the entire business or an 


independent division thereof in a unitary transaction tax will be imposed on the gain received.*” 


Generally, before determining whether to treat partnerships as an entity or aggregate, various 
circumstances like the nature of the partnership, the impact it brings to the national economy and 
the effect on the revenue side of the government has to be properly seen. For instance, if the 
profits of partnerships were treated specially, the partnership form of enterprise would become a 
major tax shelter through which wealthy people could shield their income from taxation. This in 
turn affects the revenue side of the government. On the other hand, if we consider partnerships 
as a corporation for tax purposes, it discourages the formation of partnerships and this, in turn, 
affects the overall economy of the country. Therefore, to compromise these conflicting interests, 
the tax treatment of partnerships has to be decided case by case considering various 
circumstances. In this regard, Belete argued that the choice of either entity approach or conduit 
approach in taxing partnership is a matter of tax policy rather than conceptual considerations 


which seems sound. 


© Nicolas de Boynes and Andrew Howard, Treatment of Partnerships in the 2008 France- U.K. Tax Treaty, Tax 
Notes International, Vol 54, No 5, 2009 


7 Walter D. Schwidetzky, A comparision of Partnership income taxation in United States and Germany: A study in 


Difference 


7. Concluding Remarks 
The Ethiopian law concerning taxation of partnerships and partners lacks clarity. And, there is no 
statutory guidance or advance tax rules to clarify the issue. The Ethiopian tax laws do not 
provide for a statutory definition of the partnership but rather included partnerships under the 
definition of the body, subject to business income taxation. The categorization of partnerships 
under the corporate tax regime contradicts with unlimited liability nature of some forms of 


partnerships. 


Thus, additional legislative intervention is needed to make the issue clear. Particularly, the law- 
making organ should make a clear distinction between the entity theory and the aggregate theory 
of partnerships. Besides, the rates and rules of taxation partnerships should be set depending on 
the types of the partnership. For instance, the tax rate and rules for limited liability forms of 
partnerships should be different from partnerships having unlimited liability. Limited liability 


partnerships should be treated in the way corporations are treated for taxation purposes. 
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